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KANE, Senior District Judge.

This appeal arises out of an action brought by more than four
hundred former employees of Lee Way Motor Freight, Inc. against
their former employer and others alleging violations of federal
and Oklahoma securities law and common law fraud. After a
segmented trial to the court on the issue of whether an interest
in the instrument at issue, an employee stock ownership plan,
constituted a security under federal law, the district court held
that it did not and entered judgment for defendants on the federal
securities claims. Finding no basis for federal jurisdiction over
the plaintiffs’ remaining state law claims, the court dismissed
them in their entirety. This appeal and cross-appeal followed
upon the court’s denial of defendants’ motion for costs and fees.
We affirm in part and reverse in part.

Background

The following facts are undisputed unless otherwise noted:
Plaintiffs-appellants in this matter are 485 former union
employees of Lee Way Motor Freight, Inc. (Lee Way), a common
carrier engaged in the interstate and intrastate transportation of
commodities. In 1976, Lee Way was acquired by defendant-appellee
Pepsico, Inc., which operated the company as a wholly owned
subsidiary until June 1984 when it agreed to sell Lee Way to
defendant-appellee Commercial Lovelace Motor Freight, 1Inc. (CL).
Because CL was also a common carrier, this sale was not finalized
until the Interstate Commerce Commission (ICC) approved the

6
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transaction in August 1984. CL operated Lee Way pursuant to a
management agreement with Pepsico pending ICC approval of the
sale.

Shortly after taking over Lee Way’s operations, CL began
soliciting Lee Way employees to participate in a Wage Reduction
Program (Program) that had been in place at CL since 1983. This
Program, which was optional for plaintiffs and Lee Way’s other
union employees,1 provided each participating union employee with
an interest both in CL’s existing company-administered employee
stock ownership plan (CL ESOP) and a profit-sharing plan in return
for the individual employee’s agreement to a 17.35% reduction in
the wages due him or her under the union’s collective bargaining
agreement. CL represented to Lee Way employees that the company
would probably fail if they did not enroll in the Program. All of
the plaintiffs in this action individually elected to participate
in the Program. Less than a year later, CL merged with Lee Way
and filed for bankruptcy. Lee Way’'s former assets were then
allegedly reacquired by Pepsico.

In this action, plaintiffs allege that Pepsico’s sale of Lee
Way to CL and its subsequent reacquisition of Lee Way’s assets
upon CL‘s rapid demise were all part of a sham transaction
designed to disguise Pepsico’s intended and ultimately successful
liquidation of Lee Way. Plaintiffs further allege that certain
aspects of this sham transaction, including CL’s solicitation of

them to accept a wage reduction in return for an interest in the

1 Participation in the Program was a mandatory condition of
employment for Lee Way’s nonunion, salaried employees.
7
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CL ESOP, violated federal and Oklahoma securities laws and
constituted common law fraud. Plaintiffs seek various relief from
defendants CL, Pepsico and officers and directors of both
companies for these alleged transgressions, including, among other
things, revocation of the plaintiffs’ participation in the CL ESOP
and recovery of more than $6 million in wages lost by plaintiffs
as a result of their participation in the Wage Reduction Program.2
Plaintiffs do not seek to recover benefits from the CL ESOP or
otherwise enforce their rights as ESOP participants.

In their federal securities claim, plaintiffs allege that
their interests in the CL ESOP were "investment contracts" subject
to federal securities regulation pursuant to section 2(1) of the
Securities Act of 1933 (1933 Act), 15 U.S.C. §§ 77b(1) (1988)
(defining "security" to include "investment contracts"), and
section 3(a)(10) of the Securities Exchange Act of 1934
(1934 Act), 15 U.S.C. § 78c(a)(10) (1988) (same) . Plaintiffs
further allege that CL’s solicitation of Lee Way employees to
accept an interest in the CL ESOP as part of the Wage Reduction
Program constituted a sale of an unregistered security and
securities fraud in violation of Sections 5 and 17(A) of the 1933
Act, 15 U.S.C. §§ 77e, 77q(a), and Section 10(b) of the 1934 Act,
15 u.s.Cc. § 78j(b).

The defendants filed various motions to dismiss and for

summary judgment challenging plaintiffs’ threshold assertion that

2 Plaintiffs also seek $65 million from the defendants for
fraud in the loss of their jobs and conversion of credit union and
insurance deductions and $120 million in exemplary damages.
Doc. 111 (Second Amended Complaint) at 49.

8
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their ESOP interests were investment contracts subject to
protection under the 1933 and 1934 Acts (collectively "Securities
Acts"). The district court denied these motions, but did hold
that in order to prove that their interests in the CL ESOP were
investment contracts, plaintiffs would have to demonstrate that
the ESOP was "a voluntary contributory [employee benefit] plan
[that] otherwise fit within the definition of a security." Hupp
v. Commercial Lovelace Motor Freight, No. CIV-84-2807-A
(W.D. Okla. Aug. 1, 1986)(1986 Order). The district court then
ordered a segmented trial "limited to the factual issues as to
whether the ESOP is a security" under this legal standard. Id.
Following a bench trial on this issue in December 1987, the
district court ruled that plaintiffs’ ESOP interests were not
investment contracts and hence not securities under federal law.
Uselton v. Commercial Lovelace Motor Freight, Inc., CIV-84-2807-P
(W.D. Okla. Jan. 29, 1988)(1988 Order). In reaching this result,
the district court relied on its finding that the CL ESOP was a
compulsory, noncontributory employee benefit plan and on the

Supreme Court’s holding in International Brotherhood of Teamsters

v. Daniel, 439 U.S. 551 (1979), that such plans do not qualify as
investment contracts under the three-part test first enunciated by

the Court in SEC v. W. J. Howey Co., 328 U.S. 293 (1946).

1988 Order at 14. The district court then entered judgment
against plaintiffs’ federal securities claims and dismissed their

state law claims for 1lack of jurisdiction. Plaintiffs timely
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appealed this judgment. The Pepsico defendants3

cross-appealed
the district court’s denial of their post-trial motion for costs
and fees.

The parties have stipulated that the CL ESOP is an employee
benefit plan that CL created and funded in March 1983 by issuing
4,001,000 shares (just more than fifty percent) of its common
stock to the Central National Bank of Cleveland, Ohio, as Trustee
for the plan. 1In return, CL received five promissory notes (Trust
Notes) from the Trustee, each in the amount of $150,000, which
were to mature serially from 1984 to 1988. 1Initially, CL held all
of the plan’s CL stock in pledge as security for the Trust Notes.
As each Trust Note matured, however, the CL ESOP agreement
required CL either to forgive the Trust Note then maturing or to
make a cash contribution to the CL ESOP in the amount of the Trust
Note so that the Trustee could pay off the Trust Note by
redelivering the funds to CL. Once the annual Trust Note was paid
by either of these methods, the ESOP agreement required CL to
release 800,000 shares of the pledged stock to the ESOP to be
allocated to the individual accounts of ESOP participants
according to a formula stated in the ESOP agreement. This
allocation formula was based on the ratio of each participant’s
compensation for a given year to the total compensation of all
participants for that year. In the two years the CL ESOP
operated, 1,600,000 CLL. shares were released to the ESOP and

allocated to ESOP participants through these procedures. Under

3 The Pepsico defendants are Pepsico, 1Inc., S.E. Schroder,
James English, Lawrence Dickie, Judy Norman-Davis and Richard
Campbell.

10
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the terms of the ESOP, these allocations vested immediately with
the ESOP participants.

All shares allocated to participating employees through the
ESOP were derived from those initially issued to the Trust. No
proceeds from the Program’s wage reduction requirement were used
to purchase CL stock or to otherwise fund the CL ESOP, no CL
shares were ever purchased by the Trustee on the open market and
no CL shares other than those initially issued by CL to the
Trustee were ever acquired by the Trust. The CL ESOP agreement
also prohibited participants from making direct monetary
contributions to the CL ESOP and no such employee contributions
were ever made. As an employee benefit plan, the CL ESOP was
subject to regqulation under the Employment Securities Income
Retirement Program (ERISA), 29 U.S.C. §§ 1001-1461 (1988).

Discussion

The principal issue in this appeal and cross-appeal is
whether the district court was correct in holding that plaintiffs’
interests in the CL ESOP were not investment contracts and hence
not "securities" subject to the protections of the Securities
Acts. Other issues on appeal concern the district court’s
dismissal of plaintiffs’ Oklahoma securities claims, several of
the court’s evidentiary rulings and its denial of the Pepsico
defendants’ motion for costs and fees. We address each of these
issues in turn.
A. Federal Securities Issue

The plaintiffs contend that the district court erred as a
matter of law in holding that their interests in the CL ESOP were

11
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not'investment contracts and hence not securities within the
purview of the Securities Acts. We address this question in two
steps. First, we consider the district court’s holding that these
ESOP interests are not investment contracts under the standards
stated by the Supreme Court in Howey and Daniel. Following our
conclusion that plaintiffs’ ESOP interests are securities under
these standards, we proceed to a legal question not reached by the
district court, which is whether these interests are nonetheless
outside the reach of the Securities Acts due to their regulation
under ERISA.

In addressing these issues, we consider questions of law de
novo, while reviewing the district court’s decision on questions
of fact wunder the clearly erroneous standard. Las Vegas Ice &
Cold Storage Co. v. Far West Bank, 893 F.2d 1182, 1185 (10th Cir.
1990). On the mixed question of whether the facts satisfy the
proper legal standard, we conduct a de novo review if the question
primarily involves the consideration of legal principles and apply
the clearly erroneous standard if the question 1is primarily a

factual inquiry. Love Box Co. v. Commissioner, 842 F.2d 1213,

1215 (10th Cir.), cert. denied, 488 U.S. 820 (1988).

1. Whether the plaintiffs’ interests in the CL ESOP were
investment contracts

Plaintiffs contend that their interests in the CL ESOP
qualify as securities under the Securities Acts because they are

investment contracts. Under the Supreme Court’s seminal decision

in SEC v. W. J. Howey Co., 328 U.S. 293 (1946), the test to
determine whether a financial relationship constitutes an

investment contract is “"whether the scheme involves [1] an
12



" Appellate Case: 88-1253 Document: 01019293722 Date Filed: 07/12/1991 Page: 13

investment of money [2] in a common enterprise [3] with profits to

come solely from the efforts of others." Id. at 301; see United
Hous. Found., Inc. v. Forman, 421 U.S. 837, 852 (1975); Banghart

v. Hollywood Gen. Partnership, 902 F.2d 805, 807 (10th Cir. 1990).
In applying this test, "the economic realities of the transaction
-- rather than the names that may have been employed by the
parties," are determinative. Forman, 421 U.S. at 851-52.

The Supreme Court has had one opportunity since Howey to
consider whether an employee benefit plan is an investment
contract and hence a security under the Securities Acts. 1In that

case, International Brotherhood of Teamsters V. Daniel,

439 U.S. 551 (1979), the question presented was whether a
participant in a company pension plan could invoke the Securities
Acts as part of an effort to recover benefits under the plan. See
id. at 553, 555-56. The Court held that he could not because:
(1) the participant’s interest in the pension plan failed the
Howey test for an investment contract; (2) there was no
congressional or administrative record of such plans being subject
to federal securities regulation and (3) ERISA already provided
participants in such plans with the right to challenge benefit
determinations. See id. at 558-70.

In applying the Howey test to the plaintiff’s pension plan
interest, the Court first identified the plan in question as a
compulsory, noncontributory defined benefit plan. Id. at 553, 554
n.3. This description indicates that the plaintiff, as an
employee of his company, had no option but to participate in the
plan, that he made no cash or other type of contribution

13
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specifically to the plan, see id., and that the benefits he
expected to receive from the plan were fixed without reference to

the success or failure of the plan’s investments. See Cunha v.

Ward Foods, Inc., 545 F. Supp. 94, 99 nn.3-5 (D. Haw. 1982), aff’'d

in part and rev’d in part on other grounds, 804 F.2d 1418 (9th
Cir. 1986); O’'Neil v. Marriott Corp., 538 F. Supp. 1026, 1030

(D. Md. 1982)(defining a voluntary plan); Tanuggi v. Grolier,
Inc., 471 F. Supp. 1209, 1213 n.3 (S.D.N.Y. 1979)(defined benefit
plan).

The Court determined that the plaintiff’s interest in this
type of employee benefit plan failed both the first and third
prongs of the Howey test. The Court found that it failed Howey’s
initial "investment of money" requirement because the plan’s
noncontributory structure precluded the plaintiff from making the
requisite investment at the same time that its involuntary
component prevented him from making an affirmative investment
decision "to give up a specific consideration in return for a
separable financial interest with the characteristics of a
security." Daniel, 439 U.S. at 559. The Court also considered
and rejected plaintiff’s alternate contention that his 1labor
provided the necessary "investment" in the pension plan,
concluding instead that the plan was "a relatively insignificant
part of [the plaintiff’s] total and indivisible compensation
package" so that "[h]is decision to accept and retain covered
employment may have only an attenuated relationship, if any, to
perceived investment possibilities of a future pension." Id. at
560. As to Howey’s final requirement, the Court held that the

14



" Appellate Case: 88-1253 Document: 01019293722 Date Filed: 07/12/1991  Page: 15

plaintiff’s expected profits from his company’s defined benefit
plan were not dependent on entrepreneurial or managerial efforts
of others, as required by Howey, because the plan’s income
consisted primarily of continuing employer contributions, "a
source in no way dependent on the efforts of the [plan’s]
managers." Id. at 562. In addition, the Court noted that the plan
at issue required participants to meet "substantial" preconditions
before their interests in the plan and hence in the plan benefits
vested. Id. As a result, the Court found that even if the plan
benefits were considered profit on some investment by the
employee, "this profit would depend primarily on the employee’s
effort to meet the vesting requirements, rather than the [plan’s]
investment success." 1Id. (footnote omitted).

Since the Daniel decision, both this court and others have
considered whether various types of employee benefits plans
qualify as investment contracts under the Howey test. See, e.q.,

Salazar v. Sandia Corp., 656 F.2d 578, 581-82 (10th Cir.

1981) (compulsory, noncontributory pension plan); Black v. Payne,

591 F.2d 83, 87-88 (9th Cir.)(compulsory, contributory employee

benefit plan), cert. denied, 444 U.S. 867 (1979); Cunha,

545 F. Supp. at 99-101 (voluntary, contributory plan). The
consensus from these decisions is that an employee benefit plan
that is either noncontributory or compulsory is not an investment
contract because it does not allow a participant to make the
"investment" required by the first prong of the Howey test. See,
e.g., Salazar, 656 F.2d at 582. The SEC concurs in this view.
See Employee Benefit Plans, Securities Act Release No. 33-6188,

15
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1 Fed. Sec. L. Rep. (CCH) ¢ 1051 at 2073-8 to 2073-9 (Feb. 1,
1980) [hereinafter "SEC Release No. 33-6188]; Employee Benefit
Plans, Securities Act Release No. 33-6281, 1 Fed. Sec. L. Rep.
(CCH) ¢ 1052 at 2073-31 (Jan. 15, 1981)[hereinafter "SEC Release
No. 33-6281]. A number of courts have also held that certain
voluntary, contributory employee benefit plans are not investment
contracts, but only because specific aspects of each plan caused
it to fail Howey’s final requirement that the profits or benefits
from the plan result from the efforts of others. See, e.q.,
Coward v. Colgate-Palmolive Co., 686 F.2d 1230, 1236-37 (7th Cir.
1982), cert. denied, 460 U.S. 1070 (1983); Cunha, 545 F. Supp.
at 99-100; O’Neil, 538 F. Supp. at 1031; Tanuggi, 471 F. Supp.
at 1214, 1216; Newkirk v. General Elec. Co., [1979-80 Transfer
Binder]) Fed. Sec. L. Rep. (CCH) ¢ 97,216 (N.D. Cal. Aug. 31,
1979).

In this case, the district court held that plaintiffs’
interests in the CL ESOP were not investment contracts because the
ESOP was neither contributory nor voluntary and thus failed
Howey'’s "investment" requirement. 1988 Order at 14. The
plaintiffs argue on appeal that both of these findings are
incorrect as a matter of law, that their interests in the CL ESOP
were in fact both voluntary and contributory and hence meet the
first prong of the Howey test and that the ESOP otherwise
satisfies Howey’s requirements for establishing the existence of
an investment contract. We agree with plaintiffs on each of these

points.

16
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The district court held that the CL ESOP was noncontributory
because Lee Way employees made no monetary contributions to the
plan through wage deductions or other means. 1988 Order at 14.
This finding reflected the court’s legal conclusion that an
employee benefit plan must fit within the following definition of
"contributory" in order to satisfy Howey’s initial "investment of
money" requirement:

2. "Contributory" plan means that the workers must

be making payments into and enhancing the ESOP corpus,

although these payments may be accomplished through some

accounting system set up by the employer, the ESOP Trust
or otherwise.

3. Neither lump sum [n]or periodic payments on
behalf of the workers made by others will suffice for a
contributory plan.

4. A mere showing that the employer obtained
relief from its overhead obligation for wages, creating

a savings from which it paid down the ESOP note, will
not suffice.

1986 Order at 1-2.

This is an incorrect statement of Howey’s "investment"
requirement for two reasons. First, the district court’s
definition of “"contributory" assumes that only direct monetary
contributions will satisfy the requirement. In fact, and in spite
of Howey’s reference to an "investment of money," it is well
established that cash is not the only form of contribution or
investment that will create an investment contract. Instead, the
"investment" may take the form of "goods and services," Daniel,
439 U.S. at 560 n.l12, or some other "exchange of value." Hocking
v. Dubois, 885 F.2d 1449, 1471 (9th Cir. 1989), cert. denied,
110 s. Ct. 1805 (1990); see Yoder v. Orthomolecular Nutrition

17
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Inst., Inc., 751 F.2d 555, 560-61 (2d Cir. 1985)(stating that a
person who commits herself to employment in return for the promise
of stock in her employer’s company makes the necessary investment
in her company’s securities to form an investment contract); Dubin
v. E.F. Hutton Group, Inc., 695 F. Supp. 138, 145-44 (S.D.N.Y
1988) (holding that plaintiff’s acceptance of employment based in
part on the value of a promised interest in his employer’s equity
ownership plan resulted in the sale of a security). Thus, the
fact that the terms of the CL ESOP did not permit employees to
make direct monetary contributions to it is not determinative of
whether Lee Way'’s union employees invested in or contributed to
the CL ESOP as required by the first prong of the Howey test.

The 1legal standard employed by the district court also errs
in focusing solely on the terms of the CL ESOP to determine
whether plaintiffs contributed to the plan. The proper inquiry
was whether the economic realities of the transaction as a whole
demonstrated an investment or "an exchange of value" by the
plaintiffs. See Forman, 421 U.S. at 849, 851; Hocking, 885 F.2d
at 1471. Here, it is undisputed that the transaction in question,
plaintiffs’ election to participate in CL’'s Wage Reduction
Program, required plaintiffs and Lee Way’s other union employees
to surrender a portion of the wages due them wunder a valid
collective bargaining agreement in exchange for an interest in the
CL ESOP and the profit-sharing plan. The economic reality of the
transaction, therefore, was that plaintiffs contributed their
legal right to a portion of their wages to CL in return for the
right to acquire CL stock via the CL ESOP and to participate in

18
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CL’s profit-sharing plan. At least two courts have held that
employee contributions of this sort constitute sufficient tangible
and definable consideration to serve as an “"investment" or

"contribution" to an employee benefit plan for purposes of the

Howey test. See Hood V. Smith’s Transfer Corp.,
762 F. Supp. 1274, (W.D. Ky. 1991); Harris v. Republic

Airlines, Inc., [1987-88 Transfer Binder] Fed. Sec. L. Rep. (CCH)
1 93,772 at 98,625-26 (D.D.C. May 18, 1988). We agree with this
conclusion and accordingly hold, under the proper legal standard
and the undisputed facts of this case, that plaintiffs’ interests
in the CL ESOP were contributory as a matter of law.

We also conclude as a matter of law that the district court
erred in holding that plaintiffs’ participation in the CL ESOP was
involuntary and thus precluded them from having any investment
motive in joining the plan. See 1988 Order at 14. The district
court based this conclusion on its factual finding that plaintiffs
felt they had no choice but to join the Wage Reduction Program if
they wanted to save Lee Way and their jobs. Id. at 13, 14. We
have several difficulties with holding the CL ESOP to be an
involuntary plan on this basis. First, the established definition
of a voluntary plan is simply a plan that permits employees to

elect whether or not to participate. See Salazar, 656 F.2d

at 581; Cunha, 545 F. Supp. at 99 n.4; O’Neil, 538 F. Supp.
at 1030; SEC Release No. 33-6188 at 2073-6 n.19. This definition
is consistent with the Supreme Court's statement in Daniel that an
investor is someone who "chose to give up a specific consideration
in return for a separable financial interest with the

19
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characteristics of a security." Daniel, 439 U.S. at 559.
Applying this 1legal standard to this case, there is no question
that participation in the CL ESOP was in fact voluntary for Lee
Way’s union employees because each such employee had the option of
either accepting CL’s Wage Reduction Program or of continuing
employment under the terms of the existing union contract. There
is also no question that each union employee who joined the
CL ESOP gave up specific consideration, i.e., a portion of his or
her wages, in return for a separable financial interest in the
CL ESOP. Each employee’s interest in the CL ESOP, moreover,
translates into an interest in CL stock, an interest having all of
the characteristics of a security.4 No more than this is required
to prove that Lee Way’s union employees were investors making an
investment decision when they individually agreed to give up a
portion of their wages in return for an interest in the CL ESOP.
See id.”

We also disagree with the district court’s legal conclusion

that the plaintiffs’ desire to save Lee Way and their jobs negated

4 Several courts have found that this fact alone is sufficient
to establish that an ESOP interest is stock and hence is a
security without reference to Howey’s test for the existence of an
investment contract. See Harris, [1987-88 Transfer Binder] Fed.
Sec. L. Rep. (CCH) ¥ 93,772 at 98,623; Hood, 762 F. Supp. at ;
Foltz v. U.S. News & World Report, Inc., 627 F. Supp. 1143, 1159
(D.D.C. 1986). Because plaintiffs have not pleaded or argued that
their ESOP interests might be a security under this alternate
theory, we do not address it.

3 This determination is also consistent with the SEC’s
conclusion that "[a]ln employee who is given a choice whether to
participate in a voluntary pension plan, and decides to contribute
a portion of his earnings or savings to such plan, has clearly
made an investment decision, particularly when his contribution is
invested in securities issued by his employer." SEC Release
No. 33-6188 at 2073-10.
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their otherwise voluntary decision to invest in the CL ESOP
through the Wage Reduction Program. In fact, the "save the
company, save our jobs" motive identified by the district court is
consistent with a traditional investment motive because each is
concerned with and makes an investment in the future of the
company.6 Thus, we find no basis for the district court’s holding
that this motive made plaintiffs’ participation in the CL ESOP
involuntary or otherwise prevented them from acting as investors
when they elected to participate in the CL ESOP. See Hood,
762 F. Supp. at ___ (holding that employees’ participation in
ESOP was voluntary even though employer represented to employees
that company’s survival depended on employees’ acceptance of wage
reduction/ESOP package).7

Because the CL ESOP was a voluntary, contributory employee

benefit plan for Lee Way'’s union employees, their interests in the

ESOP resulted from their "investment" in the ESOP, thus satisfying

6 CL itself recognized the close link between these concepts
when it stated in its Lee Way solicitation materials that "a
principal purpose for instituting the [Wage Reduction] Program is
to provide a possibility for a return of the companies|[’]
profitability and to provide employees with a share of any such
profits." Defendants’ Ex. 20, Subex. D at 2.

7 The district court’s holding that the CL ESOP was an
involuntary plan and hence not an investment contract because of
the plaintiffs’ desire to save their jobs 1is also troubling
because it essentially permits employers to avoid regulation under
the Securities Acts (assuming the ESOP interest would otherwise
meet the Howey test) simply by persuading employees that they must
contribute to the ESOP if they want to preserve the company and
their jobs. The employees, however, may not have sufficient
information available to them to test their employer’s
representations concerning the company’s financial condition. It
seems particularly inappropriate, therefore, to determine whether
the employees’ interest 1is a security subject to the protective
disclosure and anti-fraud provisions of the Securities Acts on the
basis of the employees’ acceptance of these representations.
21
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the first prong of Howey'’s test for an investment contract. See
Cunha, 545 F. Supp. at 99-100. The question remains, however,

whether these interests also satisfy Howey's final two

requirements that these interests concern "a common enterprise" in

which profits "come solely from the efforts of others." Howey,
328 U.S. at 301. The district court did not reach this question

because it found Howey’s initial investment requirement to be
dispositive.

Upon review of the record, we hold that the plaintiffs’ ESOP
interests satisfy both of these requirements as a matter of law.
There is no dispute that the CL ESOP qualifies as a common
enterprise and thus satisfies the second prong of the Howey test.
See Childers v. Northwest Airlines, Inc., 688 F. Supp. 1357, 1363
(D. Minn. 1988); Harris, [1987-88 Transfer Binder] Fed. Sec. L.
Rep. (CCH) ¥ 93,772 at 98,624. Howey’'s final requirement is met
if the enterprise can reasonably be expected to produce profits in
the form of capital appreciation or participation in earnings
resulting from the investment, Forman, 421 U.S. at 852, and the
success or failure of the enterprise is significantly affected by
the managerial or entrepreneurial efforts of persons other than
the investor.8 See Banghart, 902 F.2d at 807; SEC v. Goldfield
Deep Mines Co., 758 F.2d 459, 463 (9th Cir. 1985). Both of these

requirements are met in this case because any profit on

8 As this langquage suggests, Howey'’s requirement that profits
"come solely from the efforts of others" is not read literally to
prevent formation of an investment contract when the investor
contributes some effort to the enterprise. See, e.qg., Meyer v.
Dans un Jardin, S.A., 816 F.2d 533, 535 (10th Cir. 1987); SEC_v.
Aqua-Sonic Prods. Corp., 687 F.2d 577, 584 (24 Cir.), cert.
denied, 459 U.S. 1086 (1982).
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plaintiffs’ ESOP interest would occur through dividend
distributions and appreciation in the value of the stock allocated
to their accounts, which in both cases would result primarily from
the efforts CL’s managers and its employees. Thus, "[el]ach
employee that invested in the [Wage Reduction Program] was
dependent on the efforts of others to realize any benefits from
his or her investment decision."” Harris, [1987-88 Transfer
Binder] Fed. Sec. L. Rep. (CCH) ¥ 93,772 at 98,624. This fact
distinguishes the CL ESOP from other voluntary, contributory
employee benefit plans that have failed this final prong of the
Howey test. See, e.g., Coward, 686 F.2d at 1236-37; Cunha, 545

9

F. Supp. at 99-100; QO’'Neil, 538 F. Supp. at 1031; Tanuggi, 471

F. Supp. at 1214, 1216; Newkirk, [1979-80 Transfer Binder] Fed.

0

Sec. L. Rep. (CCH) « 97,216.1 Accordingly, plaintiffs’ interests

9 The district court’s reliance on Cunha, see 1988 Order at 14,
is misplaced for this reason.

10 Most of these cases concerned defined benefit plans that pay
fixed or determinable benefits based on factors such as the age at
which a participant retires, see SEC Release No. 33-6118
at 2073-7, rather than defined contribution plans, such as the
CL ESOP, that provide varying benefits based on factors such as
the amount of plan contributions and the plan’s investment
success. See, e.g., Coward, 686 F.2d at 1236-37; Cunha,
545 F. Supp. at 99-100; Tanuggi, 471 F. Supp. at 1214, 1216. The
only two courts that appear to have considered whether employee
interests 1in a voluntary, contributory defined contribution plan
might satisfy the Howey test held that they did not because of
plan characteristics that are not present here. See 0’Neil,
538 F. Supp. at 1031 (in a "close question," no security found to
exist because (1) plan’s staggered vesting requirements made
benefits dependent on length of service, (2) significant plan
profits derived from other employees withdrawing from the plan
before becoming fully vested, (3) amount of earnings on employee
contributions was capped and (4) amount of benefits was
significantly dependent on amount of employer, rather than
employee, contribution); Newkirk, [1979-80 Transfer Binder] Fed.
Sec. L. Rep. (CCH) ¥ 97,216 (apparently holding plan interests

(continued on next page)
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in the CL ESOP satisfy this final Howey requirement. Having
previously concluded that plaintiffs’ interests in the CL ESOP
satisfy Howey’s other requirements for establishment of an
investment contract, we therefore hold that these interests were
investment contracts and hence securities under the Securities
Acts.

The defendants contend that the Supreme Court’s Daniel
decision requires a different result and supports the district
court’s decision that plaintiffs’ interests in the CL ESOP are not
securities. In making this argument, they focus on the Court’s
rejection of the employee’s assertion that the labor he provided
his employer constituted an "investment" in the employer’s
compulsory, noncontributory pension plan. The Court rejected this
argument because:

In a pension plan such as this one, . . . the

purported investment is a relatively insignificant part
of an employee’s total and indivisible compensation

package. . . . Only in the most abstract sense may it
be said that an employee "exchanges" some portion of his
labor in return for these possible benefits. He

surrenders his labor as a whole, and in return receives
a compensation package that is substantially devoid of
aspects resembling a security. His decision to accept
and retain covered employment may have only an
attenuated relationship, if any, to perceived investment
possibilities of a future pension. Looking at the
economic realities, it seems clear that an employee is
selling his labor primarily to obtain a livelihood, not
making an investment.

Daniel, 439 U.S. at 560 (footnote omitted). Similarly, defendants

argue, the economic reality of this transaction is that plaintiffs

(continued from previous page)

were not securities because majority of plan’s income was derived

solely from employer contributions and amount of benefits was

dependent on employees’ success in meeting vesting requirements).
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sold their labor to CL in order to obtain a compensation package
that only incidentally included participation in the CL ESOP.

The difficulty with this argument is that it ignores that Lee
Way’s union employees did more than merely contribute labor to
obtain an interest in the CL ESOP. Instead, each deliberately
chose to surrender his or her right to a percentage of a
preexisting compensation package in return for an ESOP interest.
Thus, each contributed specific consideration for his interest,
rather than merely exchanging labor for an indivisible
compensation plan that incidentally provided for participation in
a pension plan. The Supreme Court’s holding that no investment
contract existed with respect to the employee benefit plan and
transaction before it in Daniel is not, therefore, determinative
of this same question presented in the context of the very

11 For the

different plan and transaction at issue in this case.
reasons set out in our discussion of the Howey test, we also
conclude that our decision that plaintiffs’ voluntary,
contributory participation in the CL ESOP created an investment

contract under Howey’s three-part test is fully consistent with

11 The Daniel Court’s holding regarding the third Howey
requirement, concerning profit from the efforts of others, is also
inapplicable here due to the differences between the CL ESOP and
the pension plan at issue in Daniel. In Daniel, the pension
fund’s "income" consisted almost entirely of employer
contributions, rather than profits generated by the efforts of the
fund managers, and the employee’s expectation of profits, if any,
depended primarily on his or her success in meeting the plan’s
vesting requirements, rather than on the fund’s investment
success. 439 U.S. at 561-62. In this case, in contrast, the
plaintiffs’ right to the stock they received via the CL ESOP
vested immediately and any profits they received on their ESOP
investment were directly attributable to the efforts of CL and its
managers.
25
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the Supreme Court’s statement and application of that test in
Daniel.12

Our decision that the CL ESOP is an investment contract is
also consistent with Daniel for another reason. In that case, the
Supreme Court concluded that plaintiff’s pension plan interest was
not a security in part because there was no administrative or
congressional record interests in such plans being subject to
regulation under the Securities Acts. See id. at 563-69. As the
Daniel Court noted, however, this is not true as to voluntary,
contributory employee benefit plans. See id. The SEC has long
distinguished voluntary, contributory employee benefit plans from

other types of benefit plans and maintained that such voluntary,

contributory plans are "securities" for purposes of the Securities

12 Defendants also cite In re Crippin, 877 F.2d 594 (7th Cir.
1989), Childers v. Northwest Airlines, Inc., 688 F. Supp. 1357
(D. Minn. 1988) and Bauman v. Bish, 571 F. Supp. 1054 (N.D. W. Va.
1983) for the proposition that an employee’s acceptance of a wage
reduction in return for participation in an ESOP is an
employment/compensation agreement rather than an investment in a
security. Each of these cases is distinguishable. In both Bauman
and Childers, the district courts held that an employee’s
acceptance of a wage reduction as part of a modified,
union-approved compensation package that included participation in
an ESOP did not constitute "value" sufficient to establish the
"sale" of an ESOP interest under the Securities Acts. See
Childers, 688 F. Supp. at 1363; Bauman, 571 F. Supp. at 1064.
These cases are thus distinguishable in that employee-participants
in these plans did not make individual investment decisions and in
the courts’ examination of their investment in the context of
determining whether a sale occurred rather than whether a security
existed in the first instance. See id. In re Crippin is even
more readily distinguishable because it considered the effect of
an employee’s wage-reduction-for-ESOP-interest exchange only for
purposes of determining whether the exchange was an executory
contract that could be rejected as part of an
employee-participant’s bankruptcy. 877 F.2d at 596-97. To the
extent these cases are not distinguishable, we also simply
disagree that plaintiffs’ wage concessions in this case were not
investments that led to the creation of investment contracts under
Howey.
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Acts.13 This consistent and long-standing agency interpretation

of the status of employee interests in voluntary, contributory
employee benefit plans under the Securities Acts is entitled to
considerable weight unless it violates the "clear meaning of [the]
statute, as revealed by its language, purpose, and history."
Daniel, 439 U.S. at 566 n.20; see also United States v. National
Ass’'n of Sec. Dealers, Inc., 422 U.S. 694, 719 (1975).

Congress has also long demonstrated its belief and implied
intent that at least some employee benefit plans, and particularly
voluntary, contributory plans, are subject to federal securities
regulation. In 1934, for example, it rejected an express attempt
to exempt employee stock investment plans from the definition of

securities under the Acts, basing this decision "on the ground

13 The SEC first stated this position as early as 1941, Opinions
of SEC Assistant General Counsel, [1941-44 Transfer Binder]
Fed. Sec. L. Serv. (CCH) Y 75,195 (1941), reprinted in 1 Pens.
Plan Guide (CCH) ¥ 1104.101 at 2404-05 (1986)(stating that certain
voluntary contributory employee stock investment plans were
investment contracts subject to federal securities regulation);
see Hearings on Proposed Amendments to the Securities Act of 1933
and to the Securities Exchange Act of 1934 Before the House
Committee on Interstate and Foreign Commerce, 77th Cong.,
1st Sess. 894-97 (1941)(testimony of Commissioner Purcell), and
reiterated this view in 1953 and 1962, see Letter to CCH from
Assistant Director, Division of Corporation Finance, Securities
Exchange Commission (May 12, 1953), 1 Pens. Plan Guide (CCH)
1 1104.102 at 2406 (1986); Letter to CCH from Chief Counsel,
Division of Corporation Finance, Securities Exchange Commission
(Aug. 1, 1962), 1 Pens. Plan Guide (CCH) ¥ 1104.103 at 2406
(1986), and again in 1979 in successful opposition to a proposal
to amend ERISA and the Securities Acts to exclude interests in
employee benefits plans from the Securities Acts’ antifraud
provisions. See Hearings on S. 209 Before the Senate Committee on
Human Resources, 96th Cong., lst Sess. 657-74 (1979)(statement of
Harold M. Williams, Chairman, Securities and Exchange Commission).
The SEC again expressed its view that employee interests in
voluntary contributory employee benefit plans are securities in
two releases issued after and in response to the Supreme Court’s
decision in Daniel. See SEC Release No. 33-6188 at 2073-9;
SEC Release No. 33-6288 at 2073-31.
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that the participants in [such] plans may be in as great a need of
the protection afforded by availability of information concerning
the issuer for which they work as are most other members of the
public.” H.R. Conf. Rep. No. 1838, 73d Cong., 2d Sess. 41 (1934).
In 1970, Congress also recognized by implication that some
employee benefit plans were subject to the Securities Acts when it
amended the 1933 Act to exempt certain employee benefit plans from
the Act’s registration requirements. See Pub. L. No. 91-547
(Dec. 14, 1970) and Pub. L. No. 91-567 (Dec. 22, 1970), codified
at 1933 Securities Act, § 3(a)(2), 15 U.s.C. § 77c(a)(2).
Congress’ consideration and rejection of a bill that would have
expressly exempted interests in all employee benefit plans from
the antifraud provisions of the Securities Acts is also evidence
that it considered at least some such interests to be otherwise
subject to regulation under these Acts. See S.209, 96th Cong.,
lst Sess. (Feb. 8, 1979). 1In a report analyzing the need to enact
ERISA, the Senate focused on the plans subject to such regulation
when it described its understanding that "[p]ension and profit-
sharing plans are exempt from coverage under the Securities Act of

1933 . . . unless the plan is a voluntary contributory pension

plan and invests in the securities of the employer company in an

amount greater than that paid into the plan by the employer."14

Interim Report of Activities of the Private Welfare and Pension

14 The latter reference to the amount of the plan’s investment
in the employer’s securities apparently relates to the
requirements for establishing the plan’s exemption from the
Securities Act registration requirements under the 1970 amendment
described above. See 15 U.S.C. § 77c(a)(2). It has no apparent
relevance to the definition of employee benefit plans subject to
the Securities Acts’ antifraud provisions.
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Plan Study, 1971, S. Rep. No. 634, 92d Cong., 2d Sess. 96
(1972) (emphasis added). Thus, unlike the situation in Daniel, the
administrative and congressional record regarding the employee
benefit plan at issue here, the voluntary, contributory CL ESOP,
supports our decision that the plaintiffs’ interests in this plan
are securities.

2. The effect of alternate federal reqgulation of
plaintiffs’ ESOP interests under ERISA

Even if the district court erred in concluding that
plaintiffs’ interests in the CL ESOP were not investment
contracts, its Jjudgment that plaintiffs’ ESOP interests fall
outside the protection of the Securities Acts may nonetheless be
affirmed if the "context" of these interests supports this result.
15 U.S.C. §8 77b(1), 78c(a)(1l0)(defining an "investment contract"
to be a federally protected “"security" "unless the context

otherwise requires"). 1In Holloway v. Peat, Marwick, Mitchell &

Co., 879 F.2d 772 (10th Cir. 1989)(Holloway I), we relied on this
language as interpreted by the Supreme Court in Marine Bank v.
Weaver, 455 U.S. 551, 557-59 (1982), and Daniel, 439 U.S. at 569-
70, to hold that "[e]ven if the instruments [at issue] potentially
qualify as securities because of the factual circumstances
underlying the transactions, the context of other federal
regulation may still remove these instruments from the federal

securities laws." Holloway I, 879 F.2d at 783.15 In this case,

15 While this appeal was pending, the Supreme Court vacated the
judgment in Holloway I and remanded the case for further
consideration in light of Reves v. Ernst & Young, 494 U.S. 56
(1990). See Peat Marwick Main & Co. v. Holloway, 110 S. Ct. 1314
(1990). Reves, like Holloway I, concerned the circumstances under

(continued on next page)
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it is undisputed that the CL ESOP and plaintiffs’ rights as
participants in this ESOP are extensively regulated under ERISA,
thus requiring us to determine whether this alternate federal
regulation removes the plaintiffs’ CL ESOP-investment contracts
from the realm of federal securities laws.

The test under Holloway I for determining whether the
existence and application of nonsecurities-related federal
regulation bars application of the Securities Acts is whether

"such alternate federal regulation accomplishes the same purposes

(continued from previous page)

which an instrument categorized as a "note" will be considered a
"security" within the meaning of the federal securities laws. See
Reves, 110 S. Ct. at 948; Holloway I, 879 F.2d at 777. In Reves,
the Court adopted a "family resemblance" test for determining when
a note is a ‘“"security."” Reves, 110 S. Ct. at 951. This test
initially presumes that a note is a security, but provides that
the presumption may be rebutted by reference to four factors, the
last of which is "whether some factor such as the existence of
another regulatory scheme significantly reduces the risk of the
instrument, thereby rendering application of the Securities Acts
unnecessary." Id. at 951-52. 1In Holloway I, this court employed
a similar test, but structured it in two parts, with the first
part looking solely at the "security" question, while the second,
as described above, focused on the consequences of any alternate
federal regulation. See Holloway I, 879 F.2d at 775-83, 783-88.

On remand of Holloway I, we reaffirmed our earlier judgment
upon finding that our original analysis had adequately addressed
the four Reves factors. Holloway v. Peat, Marwick, Mitchell &
Co., 900 F.2d 1485, 1487-88 (10th Cir.) (Holloway II), cert.
denied, 111 S. Ct. 386 (1990). In so doing, we implicitly adopted
our earlier analysis in Holloway I. See id. at 1488 & n.l.
Because Reves contains no language undercutting the premise of
Holloway I's federal regulatory analysis, which is that the
existence of alternate federal regulation will in some cases
prevent an erstwhile security from being regulated under the
Securities Acts, see Holloway I, 879 F.2d at 778, 783, we find
that this analysis is still valid and may be relied upon in this
case. See Marine Bank, 455 U.S. at 558-59 (federal bank
regulations providing investors with abundant protection from
fraud sufficient to prevent bank certificate of deposit from being
subject to Securities Acts); Daniel, 439 U.S. at 569-70 (ERISA
regulation of compulsory, noncontributory pension plan one factor
in holding that plan was not a security).
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as the securities laws, thereby making the securities laws’
protections for investors duplicative and unnecessary."
Holloway I, 879 F.2d at 778 (citing and construing Marine Bank,
455 U.S. at ©557-59; Daniel, 439 U.S. at 569-70); see also
Holloway I, 879 F.2d at 783-84, 786. As we described in

Holloway I, the fundamental purpose of these laws is protection of

the investor "’'from the sale of worthless securities through
misrepresentation.’" Id. at 786 (quoting Gary Plastic Packaging
Corp. V. Merrill Lynch, Pierce, Fenner & Smith, Inc.,

756 F.2d 230, 237 (2d Cir. 1985)). The Securities Acts achieve
this purpose by two means: (1) requiring disclosure to investors
of "relevant, accurate information upon which to base an
investment decision" and (2) providing "meaningful remedies for
investors when the antifraud provisions of the laws have been
violated." Id. at 786. If alternate federal regulation
"abundantly protects" the investor on both of these counts, then
this regulation may displace application of the federal securities
laws. 1Id. (citing Marine Bank, 455 U.S. at 558-59). The purpose
behind at least the first of the Securities Acts’ protective
provisions may also be served if, "in lieu of full disclosure to
investors of relevant, accurate information upon which to base an
investment decision, investors are protected by another entity
that acts on their behalf to monitor the issuing entity and to
take corrective actions to protect their investments." 1Id.
Plaintiffs argue that ERISA does not displace application of
the Securities Acts in this case for two reasons. First, they
contend that ERISA does not provide the necessary "abundant
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protection" for their investment in the CL ESOP as required by
Holloway I. Second, they argue that even if ERISA did provide
such protection, this duplicate federal regulation does not
prevent application of the Securities Act in this case because
both Congress and the SEC have indicated that voluntary,
contributory employee benefit plans, such as CL ESOP, are subject
to federal securities regulation notwithstanding the existence of
possibly duplicative ERISA regulation. The Pepsico defendants
argue in turn that both of these arguments must fail, and that the
district court’s judgment must be affirmed, because the Supreme
Court previously decided in Daniel that ERISA preempts application
of the Securities Acts to all forms of employee benefit plans.
Each of these arguments is discussed below.

a. Investor protection under ERISA

In Holloway I, we held that alternate federal regulation
must fulfill both the disclosure and remedial purposes of the
Securities Acts before it will displace the protections offered by
these Acts. 879 F.2d at 786. The first of these purposes is met
if the alternate federal requlation either compels the disclosure
of "relevant, accurate information upon which to base an
investment decision" or allows the federal regulators to act on
behalf of investors "to monitor the issuing entity and to take
corrective actions to protect their investments." Id. In this
case, defendants argue that the extensive disclosure and reporting
requirements imposed on plan administrators under ERISA satisfy
this requirement. As plaintiffs point out, however, all of these
disclosure requirements apply only to individuals who are already
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16

participants or beneficiaries of an ERISA-requlated benefit

plan.}”  see 29 v.s.c. § 1021(a)(1988); 29 C.F.R. Part 2520,
Subpart F (1990); see Childers, 688 F. Supp. at 1361 (ERISA
disclosure provisions only extend to plan participants and
beneficiaries). Thus, ERISA, unlike the Securities Acts, does not
require plan administrators or promoters to provide any
information about the plan to individuals who are considering
whether to become plan participants. See 15 u.s.cC.
§ 77e(b)(requiring issuer of security to provide prospectus to
potential investor unless security is exempt from registration).
The focus of ERISA's disclosure requirements, moreover, is on
informing plan participants of their rights and obligations wunder
the plan, and not on distributing information regarding the plan’s
financing or its financial soundness. See 29 U.S.C. § 1022(b)
(only financial information required to be disclosed to

participants under ERISA is "the source of financing of the plan

16 ERISA defines a "participant" as "any employee or former
employee of an employer . . . who is or may become eligible to
receive a benefit of any type from an employee benefit plan which
covers employees of such employer or members of such organization,
or whose beneficiaries may be eligible to receive any such
benefit." 29 U.s.C. § 1002(7). For an individual to be a
"participant" under the "may become eligible"” portion of this
definition, the individual "must have a colorable claim that
(1) he or she will prevail in a suit for benefits, or that
(2) eligibility requirements will be fulfilled in the future."
Firestone Tire & Rubber Co. v. Bruch, 109 S. Ct. 948, 958 (1989).
ERISA defines a “"beneficiary" as "a person designated by a
participant, or by the terms of an employee benefit plan, who is

or may become entitled to a benefit thereunder. "
29 U.S.C. § 1002(8).
17

This point is emphasized by the fact that ERISA only requires
a plan administrator to provide plan information to new plan
participants within 90 days after the individual joins the plan.
29 U.S.C. § 1024(b).
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and the identity of any organization through which benefits are
provided"); 29 C.F.R. § 2520.102-3(q) (same). Although detailed
financial information, such as that subject to disclosure under
the Securities Acts, see 15 U.S.C. §§ 77e, g, 77aa (Schedule A),18
is available to an ERISA plan participant upon request, see
29 U.S.C. § 1024(b)(2), (4)(plan administrator must provide
participants with plan’s annual report upon request); id. at
§ 1023 (requiring annual report to include detailed financial
information), it is not automatically provided to plan
participants or available at all to prospective participants.
Accordingly, ERISA does not, as Holloway I and the Securities Acts
require, compel the disclosure of "relevant, accurate information
upon which to base an investment decision."” Holloway I,
879 F.2d at 786.

It is less clear whether ERISA nonetheless satisfies the
information disclosure purpose of the Securities Acts by granting
federal regqulators sufficient authority to monitor ERISA plans and
to take corrective action on behalf of plan "investors." See id.
The necessary monitoring authority may be provided by virtue of
ERISA’s requirement that plan administrators file annual reports
with the Secretary of Labor. See 29 U.S.C. § 1023. The
Secretary’s authority to enforce ERISA’s funding requirements and
fiduciary responsibilities on plan adﬁinistrators by civil or

administrative action, see id. § 1132(a)(2), (5); see also id.

18 Schedule A requires the issuer of a security to provide a
potential investor, among other things, with a copy of its most
recent balance sheet and profit and loss statement. 15 Uu.s.C.
§ 77aa(25), (26).
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§§ 1081-1086 (funding requirements), 1101-1114 (fiduciary duties),
also provides federal regulators with some authority to take
"corrective action" on behalf of plan participants "to protect
their investments." See Holloway I, 879 F.2d at 786. In order
for this corrective action authority to take the place of the
Securities Acts’ disclosure provisions, however, it must
essentially guarantee the individual‘’s investment. Hollowa I,
879 F.2d at 788; see Marine Bank, 455 U.S. at 558-59 (federal
banking regulations guaranteeing certificates of deposit displaces
federal securities regulation of these certificates). The
Secretary’s authority to enforce ERISA’s funding and fiduciary
obligations does not meet this standard with respect to ESOP
investments because the value of these investments is entirely
dependent on the value of the employer company’s stock, and hence
on the financial soundness and future prospects of the employer
itself, rather than on the employer’s continued funding and proper
management of plan assets. Accordingly, the Secretary’s
monitoring and corrective authority under ERISA does not provide
"the ‘virtual guarantee’ necessary to displace the protection of
the securities laws" and its disclosure provisions. Holloway I,
879 F.2d at 788 (quoting Marine Bank, 455 U.S. at 558-59).

Even if the Secretary’s monitoring and enforcement authority
under ERISA fulfilled the underlying purpose of the Securities
Acts’ disclosure requirements, we would still find that ERISA does
not satisfy Holloway I’'s test for displacement of the Securities
Acts because it fails to provide a meaningful remedy to plan
participants who allege that plan administrators or promoters
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acted fraudulently in inducing them to join the plan. See
Holloway I, 879 F.2d at 786 ("[T]lhe purposes of the federal
securities acts cannot be effectively carried out unless the
alternate federal regulation provides for a meaningful [antifraud]
remedy to investors.") The Securities Acts provide such a remedy
through section 10(b) of the 1934 Act, 15 U.S.C. § 78j(b), and
SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (1990), which together
authorize private damage actions by investors to recover from
persons who make untrue statements of material facts or otherwise
act fraudulently in connection with the purchase or sale of a
security. See Hollowa I, 879 F.2d at 786; see generally
T. Hazen, The Law of Securities Regulation § 13.2 (2d ed. 1990).
The Securities Acts also permit investors fraudulently induced to
enter into an investment transaction to rescind that transaction
and recover the amount of their investment. See, e.qg., Hatrock v.
Edward D. Jones & Co., 750 F.2d 767, 773 n.4 (9th Cir. 1984); see
generally Hazen at § 13.7.

Neither the parties nor our research has produced any
authority indicating that ERISA provides such a remedy for
misrepresentation or other fraudulent acts committed in connection
with an individual’s decision to join an ERISA-regulated plan.
ERISA’s civil enforcement provision grants plan participants and
beneficiaries the right to bring a private action to recover
benefits under a plan, see 29 U.S.C. § 1132(a)(l); to enforce
ERISA’s plan disclosure, funding, and administrative requirements,
see id. § 1132(a)(3), (4); and to obtain "appropriate relief" for
breach of fiduciary duty by an ERISA plan administrator or other
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person who exercises discretionary control or authority over the
plan or its assets. See id. §§ 1132(a)(2), 1109 (ERISA liability
for breach of fiduciary duty), 1002(21)(defining fiduciary). Only
this latter provision regarding breach of fiduciary duty might
possibly address fraud committed in connection with an investor'’s
initial decision to join an ERISA plan. Those courts that have
considered the issue, however, have held that the fiduciary
relationship necessary to state such a claim does not come into
existence until an individual becomes an ERISA plan participant,
thus denying participants an ERISA remedy for fraud or
misrepresentation that occurred before and in connection with
their decision to join the plan. See Isaac v. Life Investors Ins.
Co., 749 F. Supp. 855, 863 (E.D. Tenn. 1990); Coleman v. General
Elec. Co., 643 F. Supp. 1229, 1235 (E.D. Tenn. 1986), aff’d,

822 F.2d 59 (6th Cir. 1987); see also Klank v. Sears, Roebuck &

Co., 1735 F. Supp. 260, 263 (N.D. Ill. 1990)(employee who was
neither a plan participant nor a beneficiary could not state an
ERISA claim against his employer for failure to provide him with
information regarding participation in the employer’s ERISA plan).

Other authority regarding this issue also indicates that
ERISA does not provide a remedy for the type of misconduct that is

alleged in this case and is prohibited by the Securities Acts.19

13 Numerous other courts have held that ERISA does not preempt
state law claims for fraud in the inducement because such claims
are too tenuous and remote to the ERISA plan to be ‘"related to"
the plan as required for preemption under section 1144 of the
statute. See, e.g., Perkins v. Time Ins. Co., 898 F.2d 470, 473
(5th Cir. 1990); Martin v. Pate, 749 F. Supp. 242, 246 (S.D. Ala.
1990); Greenblatt v. Budd Co., 666 F. Supp. 735, 742 (E.D. Pa.
1987); Miller v. Lay Trucking Co., 606 F. Supp. 1326, 1333 (N.D.

(continued on next page)
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In Per v. P*I*E Nationwide, Inc., 872 F.2d 157 (6th Cir. 1989),
cert. denied, 110 S. Ct. 1166 (1990), for example, plaintiffs,
like the plaintiffs in this case, were employees of a
long-distance motor carrier that successfully solicited them to
accept a significant wage reduction in return for participation in
an ERISA-regulated ESOP. Id. at 158-59. After the company took
actions in conflict with representations allegedly made to
plaintiffs-employees during the solicitation process, plaintiffs
sought rescission of their plan participation and restitution of
the agreed wage reduction under theories of common law fraud and
misrepresentation. Id. at 158-59, 161-62. The defendant employer
moved to dismiss the action on the ground that these state law
claims were preempted by section 1144(a) of ERISA because they
"related to" an ERISA-requlated plan. See id. at 158. The
district court denied the motion on the ground that plaintiffs’
claims related to the manner in which the defendant employer
procured plaintiffs’ agreement to the wage reduction program
rather than to the administration of the ESOP or plaintiffs’
benefits under the plan. Id. at 159. The Sixth Circuit affirmed
this result because "[g]iving plaintiffs the benefit of some doubt
in this respect, we are uncertain whether 29 U.S.C. § 1132

provides, under the circumstances of this case, an adequate remedy

(continued from previous page)

Ind. 1985). This precedent again suggests that ERISA is not
directed to prevention of the sort of pre-participation fraud and
misrepresentation that would be actionable under the Securities
Acts.
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to redress the wrongs claimed, specifically, rescission and refund

of wage reductions."20

Id. at 162.

Even if ERISA did permit a cause of action for rescission of
an employee’'s participation in a plan and restitution of his or
her contributions in cases of fraudulent inducement, there is a
split in the circuits as to whether this or any other claim for
breach of fiduciary duty can be brought against parties who are
not, in fact, plan fiduciaries as defined by ERISA. Compare Nieto
v. Ecker, 845 F.2d 868, 873 (9th Cir. 1988)(nonfiduciaries are not
liable under ERISA) with Brock v. Hendershott, 840 F.2d 339, 342

(6th Cir. 1988) (nonfiduciaries are liable under ERISA) and Lowen

v. Tower Asset Management, Inc., 829 F.2d 1209, 1220 (2d Cir.

1987) (same). ERISA defines a plan fiduciary as a person who

[1] exercises any discretionary authority or
discretionary control respecting management of such plan
or exercises any authority or control respecting
management or disposition of its assets, [2] renders
investment advice for a fee or other
compensation . . . with respect to any moneys or other
property of such plan, or has authority or
responsibility to do so, or [3] has any discretionary
authority or discretionary responsibility in the
administration of such plan.

29 U.S.C. § 1002(21)(A). Under this definition, at least some of

the defendants in this case, including Pepsico and its officers

20 As the Pepsico defendants point out in their supplemental
brief, Supplemental Brief for Certain Appellees at 18, this court
has previously held that ERISA permits the remedies of rescission
and restitution in at least some circumstances. See Eaves v.
Penn, 587 F.2d 453, 462 (10th Cir. 1978). 1In that case, however,
the court only approved these remedies in the context of a request
by plan participants to rescind a plan amendment and to restore
funds 1lost to the plan as a result of the amendment. See id.
at 463. Eaves did not, therefore, concern an attempt under ERISA
to rescind participation in a plan or to recover employee
contributions to a plan and is thus readily distinguishable from
this case.
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and directors, are likely to be deemed nonfiduciaries under the
statute. Given the uncertainty of their amenity to suit wunder
ERISA,21 it cannot be said that ERISA “"abundantly" protects
plaintiffs by providing them with a remedy for fraud allegedly
committed by these defendants and others in inducing plaintiffs to
join the CL ESOP.22

As discussed above, Holloway I only permits ERISA to displace
federal securities regulation of the CL ESOP and other employee
benefit plans if ERISA duplicates the protection offered to

plaintiffs by the Securities Acts’ disclosure and antifraud

provisions. ERISA fails both of these tests. Accordingly, we

21 It is possible that the Pepsico defendants could qualify as
"parties in interest" with CL, see 29 U.S.C. § 1002(14)(defining
"party in interest"), such that certain transactions between these
parties and CL, as plan administrator, would constitute violations
of the statute potentially subject to redress by a court. See
Nieto, 845 F.2d at 873-74. The parties to this action did not
address this possibility, however, and we cannot address it sua
sponte under the present record.

22 In their supplemental brief, plaintiffs also suggest that
relief may not be available to them under ERISA because there is a
split of authority as to whether an employee may bring an ERISA
action challenging oral or written misrepresentations regarding an
ERISA-regulated plan. See Appellants’ Supplemental Brief on the
Impact of ERISA at 21. In each of the cases cited, however, the
issue was whether a plan participant could sue to enforce alleged
ERISA plan provisions that were stated either orally or in the
plan’s summary description but conflicted with the terms of the
plan itself. See e.g., Straub v. Western Union Tel. Co., 851
F.2d 1262, 1265 (10th Cir. 1988)(oral modification); Nachwalter v.
Christie, 805 F.2d 956, 960 (11th Cir. 1986)(same); Gors v. Venoy
Palmer Market, Inc., 578 F. Supp. 365, 368 (E.D. Mich.
1984) (conflict between summary description and plan itself);
O'Brien v. Sperry Univac, 458 F. Supp. 1179, 1180 (D.D.C.
1978) (same) . In this case, plaintiffs are suing to rescind their
participation in a plan based on alleged oral misrepresentations,
rather than suing to enforce those representations. Thus, to the
extent that there is a split among the circuits regarding the
effect of oral or written representations on plan terms and
conditions, it is irrelevant to the issue before this court.
40
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hold that ERISA does not provide sufficient protection to plan
participants to displace application of federal securities laws to
plaintiffs’ interests in the CL ESOP.

b. Continued federal regulation of voluntary,

contributory employee benefit plans under both ERISA and
the Securities Acts

Plaintiffs also argue in the alternative that even if
ERISA duplicates the investor protection provided to plaintiffs by
the Securities Acts, this duplication has no effect on the
"securities" status of interests in voluntary, contributory
employee benefit plans such as the CL ESOP. They base this claim
on the SEC’s assertion, even after ERISA, that these types of
plans continue to be subject to regulation under the Securities
Acts. See, e.q., SEC Release No. 33-6188 at 2073-9 to 2073-11.
As noted earlier, this agency interpretation of its regulatory
authority is entitled to considerable weight wunless it violates
"the clear meaning of [the] statute, as revealed by its language,

purpose, and history."23

Daniel, 439 U.S. at 566 n.20; see also
National Ass’'n of Sec. Dealers, 422 U.S. at 719.

In fact, there is evidence that Congress intended for the SEC
to continue regulating employee benefit plans that qualified as

securities even after ERISA. In ERISA itself, for example,

23 We disagree with the SEC’s contention, however, that all
voluntary, contributory employee benefit plans qualify as
investment contracts under Howey. The voluntary, contributory
aspect of such plans satisfies Howey’s "investment of money"
requirement, but is not determinative of each plan’s compliance
with Howey’s final requirement that profits from this investment
result from the efforts of others. See Howey, 328 U.S. at 301.
Depending on the specific terms of the plan, therefore, some
voluntary, contributory employee interests will not qualify as
investment contracts under the Howey test. See n.10 supra and
accompanying text.
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Congress expressly excluded state securities regulation from
preemption under the statute, thus permitting states that had
followed the SEC in finding interests in voluntary, contributory
plans to be securities to continue in this practice.24 See
29 U.S.C. § 1144(b)(2)(A). In section 1144(d), Congress further
provided that ERISA was not intended to supersede any existing
federal 1law, thus allowing the SEC to continue regulating
qualifying employee benefit plans as it always had. See id.
§ 1144(d). 1In 1979, Congress also considered and rejected a bill
that, among other provisions, would have amended ERISA to
specifically remove interests in employee benefit plans from the
definition of “security” for purposes of the antifraud provisions
of the Securities Acts. See S. 209, 96th Cong., 1lst Sess.
(Feb. 8, 1979). These congressional actions are consistent with
the SEC’s determination that at least some voluntary, contributory
plans are investment contracts subject to federal securities
regulation and support plaintiffs’ claim that Congress knew and
approved of continued SEC regulation of such plans when it enacted
ERISA in 1974. We therefore hold that even if ERISA duplicates
the investor protection offered by the Securities Acts to the
plaintiffs in this case, this alternate federal regqulation does
not prevent plaintiffs from establishing that their interests in
the voluntary, contributory CL ESOP are securities or bar them

from invoking the Securities Acts to protect these interests.

24 As plaintiffs point out, it makes little sense for Congress
to have permitted the states this latitude while intending that
ERISA preempt federal securities regulation of interests in these
same types of plans.
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The Pepsico defendants again rely on the Supreme Court’s
decision in Daniel to argue against both this result and our
general holding that ERISA has no effect on the status of
plaintiffs’ ESOP interests as securities. In particular, these
defendants maintain that Daniel essentially decided that interests
in all employee benefit plans, including voluntary, contributory
plans, are not subject to regulation under the Securities Acts.
This position is based on the Court’s statements concerning
ERISA’'s effect on the status of involuntary, noncontributory
pension plans under the Securities Acts:

If any further evidence were needed to demonstrate
that pension plans of the type involved [a compulsory,
noncontributory plan] are not subject to the Securities
Acts, the enactment of ERISA in 1974, would put the
matter to rest. Unlike the Securities Acts, ERISA deals
expressly and in detail with pension plans. ERISA
requires pension plans to disclose specified information
to employees in a specified manner, in contrast to the
indefinite and uncertain disclosure obligations imposed
by the antifraud provisions of the Securities Acts.
Further, ERISA regulates the substantive terms of
pension plans, setting standards for plan funding and
limits on the eligibility requirements an employee must
meet. For example, with respect to the underlying issue
in this case--whether respondent served long enough to
receive a pension--§ 203(a) of ERISA now sets the
minimum level of benefits an employee must receive after
accruing specified years of service, and § 203(b)
governs continuous-service requirements. Thus, if
respondent had retired after § 1053 took effect, the
Fund would have been required to pay him at least a
partial pension. The Securities Acts, on the other
hand, do not purport to set the substantive terms of
financial transactions.

The existence of this comprehensive legislation
governing the use and terms of employee pension plans
severely undercuts all arguments for extending the
Securities Acts to noncontributory, compulsory pension
plans. Congress believed that it was filling a
regulatory void when it enacted ERISA, a belief which
the SEC actively encouraged. Not only is the extension
of the Securities Acts by the court below unsupported by
the language and history of those Acts, but in light of
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ERISA it serves no general purpose. Whatever benefits
employees might derive from the effect of the Securities
Acts are now provided in more definite form through
ERISA.

We hold that the Securities Acts do not apply to a
noncontributory, compulsory pension plan.

Daniel, 439 U.S. at 569-70 (citations omitted).

Contrary to the Pepsico defendants’ assertion, this language
indicates that Daniel’s ultimate holding, as well as most of its
statements regarding the interplay between ERISA and the
Securities Acts, are 1limited to the status of noncontributory,
compulsory plans under these Acts. To the extent that the Court’s
broader statements comparing ERISA and the Acts’ disclosure and
remedial provisions are more than dicta, they are also
distinguishable from this case because of the differences between
the claims made in Daniel and those made here. In Daniel, the
plaintiff was seeking to recover benefits under a pension plan on
the grounds that the defendants had misrepresented certain aspects
of his eligibility for plan benefits. See 439 U.S. at 554-555,
569. As the Supreme Court noted in the language quoted above,
this is precisely the type of claim that ERISA is intended to
address. In this case, on the other hand, plaintiffs seek return
of their investment in the CL ESOP, rather than a determination of
the benefits due them under that benefit plan, on the ground that
defendants committed fraud in inducing them initially to enter
into the plan. As described earlier in this opinion, ERISA does
not provide a remedy for this type of fraudulent behavior.
Accordingly, Daniel does not require us to hold that ERISA
provides such ample investor protection to plaintiffs’ interests

44



Appellate Case: 88-1253 Document: 01019293722 Date Filed: 07/12/1991 Page: 45

in the CL ESOP that it displaces regulation of these interests
under the Securities Acts.
B. Other Issues on Appeal

Both plaintiffs and the Pepsico defendants also raise a
number of additional issues on appeal. Plaintiffs first contend
that the district court erred by dismissing their claims under the
Oklahoma Securities Act on grounds of federal preemption, and then
urge us to hold, as a matter of law, that their ESOP interests are
securities under this act. The record, however, indicates that
the district court dismissed plaintiffs’ state security claims
upon finding no basis for federal jurisdiction after dismissal of
the federal securities claims, rather than on the basis of federal
preemption. 1988 Order at 14-15. Given this record and our
holding that dismissal of these federal claims was error, we
reverse and remand the district court’s dismissal of the state
securities claims without reaching plaintiffs’ contentions
regarding the status of their ESOP interests under Oklahoma
securities law.

The plaintiffs also assert that the district court abused its
discretion in prohibiting them from introducing evidence at trial
concerning the profit-sharing component of the Wage Reduction
Program. As plaintiffs implicitly admit in their brief, their
request to admit evidence on this point amounted to a request for
leave to amend their complaint. See Brief of Petitioner at 43-45.
Although leave to amend "shall be freely given when justice so
requires," Fed. R. Civ. P. 15(a), whether leave should be granted
is left to the trial court’s discretion. Las Vegas Ice & Cold
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Storage Co., 893 F.2d at 1185. 1In this case, plaintiffs had twice
been granted leave to amend their complaint before this last
request. The issues to be resolved at trial had been set for more
than a year and trial was scheduled to begin in three months.
Given these facts, we will not say that the district court abused
its discretion in denying plaintiffs leave to amend. See id.
(untimeliness alone may be a sufficient basis for denial of leave
to amend).

Plaintiffs’ final claim on appeal is that the district court
abused its discretion when it excluded certain of plaintiffs’
exhibits, namely a series of payroll slips, from trial on the
ground that they had not been designated as trial exhibits as
required by a pretrial order. 1In light of the clear wording of
the pretrial order, we find no abuse of discretion in this
ruling.25

The Pepsico defendants also cross-appeal the district court’s
denial of their post-trial motion for costs and fees pursuant to
28 U.S.C. § 1927 and Rule 11 of the Federal Rules of Civil
Procedure. These defendants allege that they are entitled to such
costs and fees due to the plaintiffs’ persistence in asserting
that their wage reductions were paid into or otherwise contributed
to the CL ESOP and that they made a voluntary investment decision.
Given our determination on appeal that both of these statements
were correct as a matter of law, we find no abuse of discretion in

the district court’s refusal to award sanctions.

23 Of course, neither the parties nor the district court is
precluded for revisiting these pleading and evidentiary issues on
remand of this matter.
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The judgment of the United States District Court for the
Western District of Oklahoma is therefore AFFIRMED with respect to
its determination of the pleading, evidentiary and sanction issues
discussed above. The district court’s dismissal of plaintiff’s
federal and state securities claims is REVERSED, however, and this
matter is REMANDED for additional proceedings consistent with this

opinion.
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